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ABSTRACT 



This report presents data on default rates within two major 
federal student loan programs, the Federal Direct Loan Program (FDLP) and the 
Federal Family Education Loan Program (FFELP) . Data from the National Student 
Loan Data System for 1997 and 1998 indicate that, overall, direct and 
guaranteed student loan programs had similar default rates- -6. 6 percent for 
FDLP and 6.7 percent for FFELP. They also had similar default rates when the 
comparisons emphasized type of school. Within FDLP, default rates differed 
substantially between nonconsolidated and consolidation loans for two of four 
repayment options (standard and income contingent repayment) . Although 
reasons for these differences were unclear, student loan experts said the 
results often reflected differences in the overall credit-worthiness of 
borrowers who used the various options . The Department of Education used 
several means to ensure proper FDLP loan servicing and collection (monitoring 
requirements, independent monitoring, and external assessments) . Appended are 
data on study scope and methodology; cohort default rates for FDLP an FFELP 
borrowers by type of school, cohort years 1997 and 1998; data on FDLP 
nonconsolidated and consolidation loans in repayment; data on FDLP 
consolidation loans in repayment, by borrower risk; and comments from the 
U.S. Department of Education. (SM) 
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GAO 

Accountability * Integrity * Reliability 



United States General Accounting Office 
Washington, D.C. 20548 



October 17, 2000 

The Honorable William F. Goodling 

Chairman, Committee on Education and the Workforce 

House of Representatives 

The Honorable Peter Hoekstra 

Chairman, Subcommittee on Oversight and Investigations 
Committee on Education and the Workforce 
House of Representatives 

The Honorable Howard P. McKeon 
Chairman, Subcommittee on Postsecondary 
Education, Training, and Life-long Learning 
Committee on Education and the Workforce 
House of Representatives 

Two major federal student loan programs, the Federal Direct Loan Program 
(FDLP) and the Federal Family Education Loan Program (FFELP), 
together provided student borrowers with about 9 million loans totaling 
$42.9 billion in fiscal year 1999. The federal government’s role differs 
significantly between the two programs. Under FDLP, often referred to as 
the direct loan program, students or their parents borrow money directly 
from the federal government through the schools the students attend. The 
first FDLP loans were made in the fourth quarter of fiscal year 1994. Under 
FFELP, also known as the guaranteed student loan program, money is 
borrowed from private lenders such as banks, and the federal government 
guarantees repayment if the borrowers default. FFELP is the older of the 
two programs, having started in fiscal year 1966. The Department of 
Education administers both programs. 

As of March 31, 2000, borrowers were repaying on more than $34 billion in 
direct loans. Yet little information has been available on the extent to which 
borrowers in the direct loan program are defaulting on their loans. 
Consequently, you requested that we provide information on recent FDLP 
default rates. We focused our work on answering the following questions: 

® What are the default rates for FDLP loans, both overall and by type of 
school, and how do these rates compare with FFELP rates? 
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• Do default rates for FDLP loans differ according to the various 
repayment options available? 

• What measures has Education taken to ensure that FDLP student loans 
are being properly serviced and collected? 

In comparing the default rates of the FDLP and FFELP programs, we relied 
upon Education’s annually calculated school cohort default rates, which 
are the rates at which schools’ FDLP and FFELP borrowers have defaulted 
on their loans within 2 years of beginning repayment. 1 In comparing default 
rates within the FDLP program, we used a different database that gave a 
more complete and current view of all FDLP defaults by two main 
categories of loans — nonconsolidated and consolidation — and, within 
these categories, by four repayment options. The default rates within FDLP 
were calculated using a different time frame— namely, defaults that 
occurred at any time during repayment — and are not comparable to the 
school cohort default rates that Education computes annually. 2 
Nonconsolidated loans are the basic loans with which students or their 
parents can help finance postsecondary education, while consolidation 
loans allow borrowers to combine their various federal education loans 
into a single loan. The four repayment plans — standard, extended, 
graduated, and income contingent— differ in the length of the repayment 
period and the flexibility of the repayment schedule. We were unable to 
compare FDLP and FFELP cohort default rates by type of repayment 
options student borrowers used because Education’s National Student 
Loan Data System did not have information on repayment plans used by 
FFELP borrowers. Appendix I further describes our scope and 
methodology. We conducted our review between March and September 
2000 in accordance with generally accepted government auditing 
standards. 



'Education gathers data required for calculating school default rates by cohort. Covering a 
2-year period, a cohort constitutes a group of student borrowers who began repaying their 
loans during a given fiscal year and also identifies those in the group who defaulted before 
the end of the next fiscal year. Although it covers a 2-year period, a cohort is identified by its 
first fiscal year. For example, borrowers in the 1998 cohort began repaying during the 1998 
fiscal year, and the default rate for the 1998 cohort reflects defaults through fiscal year 1999. 

2 For FDLP nonconsolidated and consolidation loans in repayment as of March 31, 2000, we 
computed simple borrower-based default percentages that reflected the total number of 
borrowers who had entered repayment status and had subsequently defaulted (had not 
made a payment for more than 270 days) at any time during repayment. 
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The most recent student loan default rate statistics for schools — the 1998 
cohort default rates — showed that overall, the direct and guaranteed 
student loan programs had similar default rates — 6.6 percent for FDLP and 
6.7 percent for FFELP. The two programs also had similar default rates 
when the comparisons focused on the type of school. At 4-year schools, for 
example, the default rate was 5.3 percent for FDLP borrowers and 4.9 
percent for FFELP borrowers. At 2-year and proprietary (for profit) 
schools, both programs had default rates about twice this high. The higher 
default rates for borrowers attending 2-year and proprietary schools are 
indicative of the higher risk of default that has historically been associated 
with these borrowers. Considering that FDLP is a relatively new program, 
more time will be needed to tell whether this similarity in rates will 
continue. 

Within FDLP, default rates differed substantially between nonconsolidated 
and consolidation loans for two of the four repayment options — standard 
and income contingent repayment. Among borrowers using standard 
repayment, those with consolidation loans had a much lower default rate 
(5.1 percent versus 9.6 percent). Among borrowers using income 
contingent repayment, the opposite was true: borrowers with consolidation 
loans had a much higher default rate (9.3 percent versus 4.3 percent). (See 
table 1.) Although the reasons for these differences are not clear, student 
loan experts we talked with said the results tended to reflect differences in 
the overall creditworthiness of borrowers who used the various options. 
For example, over 20,000 borrowers repaying consolidation loans under 
the income contingent option had already defaulted on one or more of their 
underlying loans. This group of previous defaulters continues to have high 
default rates under consolidation (above 40 percent). 



Results in Brief 
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Table 1: Number of Borrowers in Repayment and Default Rates as of March 31, 2000, for FDLP Nonconsolidated and 
Consolidation Loans, by Type of Repayment Plan 







Nonconsolidated loans 


Consolidation loans 


Repayment plan 


Type of payment and maximum 
repayment period 


Borrowers in 
repayment 


Default 
rate (%) 


Borrowers in 
repayment 


Default 
rate (%) 


Standard 


Fixed; 10 years 


1,861,908 


9.6 


308,835 


5.1 


Extended 


Fixed; 30 years 


68,124 


1.7 


81,101 


1.8 


Graduated 


Increasing; 30 years 


269,764 


3.8 


132,523 


3.3 


Income contingent 


Flexible with income; 25 years 


13,647 


4.3 


172,945 


9.3 


All plans 




2,213,443 


8.6 


695,404 


5.4 


Source: U.S. Department of Education. 



With regard to ensuring proper loan servicing and collection, Education 
and its prime loan-servicing contractor assess the appropriateness of FDLP 
loan servicing and collections through ongoing monitoring and periodic 
reviews. The prime contractor uses a subcontractor with FFELP loan- 
servicing experience to service FDLP loans and a separate subcontractor, a 
major public accounting firm, to independently monitor loan-servicing 
activities and report its findings to Education. The Department regularly 
reviews the prime contractor’s compliance with contract loan-servicing 
requirements. Several recent external reviews have also been conducted, 
revealing no significant loan-servicing problems. 



Background 



FDLP and FFELP provide funding that is vital to helping students meet 
postsecondary education costs. FDLP has two types of loans and offers 
multiple repayment options. 



FDLP Has Nonconsolidated 
and Consolidation Loans 




Nonconsolidated loans are the basic loans with which students or their 
parents can help finance postsecondary education. Within FDLP, which 
was our main focus for considering loans by type, there are three kinds of 
nonconsolidated loans: subsidized and unsubsidized Stafford loans and 
Parent Loans for Undergraduate Students (PLUS) loans. Subsidized 
Stafford loans, available only to students with a demonstrated financial 
need, are considered subsidized in that the federal government does not 
charge interest while the student is in school at least half-time, during a 6- 
month grace period after the student graduates or otherwise leaves school, 
and during periods in which loan repayment is deferred (such as when the 
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borrower is seeking but unable to find full-time employment). In contrast, 
unsubsidized Stafford loans are available to all students regardless of 
financial need and do not include an interest subsidy. If the borrower 
chooses not to make interest payments while in school, the interest is 
added to the principal balance to be repaid as part of the total loan amount. 
PLUS loans are available to parents of dependent students to help pay for 
their children’s education; they are unsubsidized loans, and parents are 
responsible for paying all interest charges. 

Consolidation loans are the second major type. During the course of their 
education, students may obtain loans from more than one federal program. 
By obtaining a direct consolidation loan, borrowers may combine their 
loans from different programs and make only one monthly payment. 3 
Borrowers may consolidate their loans at any time, and the interest on their 
consolidation loans may be subsidized or unsubsidized, depending on the 
kind of original loans they consolidated. Borrowers in default on a student 
loan who have made satisfactory arrangements to repay the defaulted loan, 
or who agree to repay under the income contingent repayment plan, may 
also obtain direct consolidation loans. Parents with multiple PLUS loans 
may combine them into a single PLUS consolidation loan. 



FDLP Offers a Variety of 
Repayment Options 



Borrowers most commonly repay their FDLP loans using one of four 
repayment plans: standard, extended, graduated, or income contingent. 4 
These four options differ by the amount of time allowed to repay loans and 
the flexibility of the repayment schedule. With standard repayment, 
borrowers make fixed payments of at least $50 a month for up to 10 years. 
With extended repayment, they make fixed payments of at least $50 a 
month over a period generally ranging from 12 to 30 years, depending on 
the total amount borrowed. With graduated repayment, borrowers’ 
payments start out low and then increase, usually every 2 years; the 
repayment period generally ranges from 12 to 30 years, depending on the 
total amount borrowed. The income contingent repayment plan is the most 



3 Some of the federal student loans that are permitted to be incorporated into an FDLP 
consolidation loan include FDLP, FFELP, and Perkins loans, as well as health professions 
loans such as Health Education Assistance and Nursing Student loans. 

4 A fifth type of repayment plan — alternative repayment — is also available to FDLP 
borrowers. Because data showed that borrowers rarely used this plan (only 0. 1 percent of 
FDLP borrowers), we excluded it from our analysis. Also, the income contingent repayment 
plan is not available to borrowers of nonconsolidated or consolidation PLUS loans. 
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Education’s Default Rate 
Monitoring Focuses on 
Schools 



o 

ERIC 



flexible, allowing borrowers to make monthly payments that are based on 
adjusted gross income, family size, and the total amount of their 
outstanding loans. The maximum repayment period for income contingent 
repayment is 25 years; if the loan is not repaid after 25 years, the remaining 
balance is canceled, but the unpaid amount is considered income for tax 
purposes. Borrowers must use the income contingent repayment plan for 
consolidation loans if they have not made satisfactory repayment 
arrangements on any underlying defaulted loans prior to loan 
consolidation. 



An accurate measure of student loan defaults is an important means for 
monitoring the extent of financial risk to the Department from its student 
loan programs. When borrowers fail to meet their financial obligations by 
not repaying their federal student loans, it is the government, and through it 
the taxpayer, that ultimately must pay for this failure. Education estimated 
that default costs would amount to a combined $4.3 billion for FDLP and 
FFELP in fiscal year 1999. 

For Education, monitoring default rates has tended to be focused at the 
school level and has not been broken down by type of loan or repayment 
program. Each year, the Department assesses a school’s eligibility to 
continue participating in FDLP and FFELP on the basis of the school’s 
default rates (which are primarily based on nonconsolidated Stafford 
loans) for the most recent 3 consecutive years for which data are available. 
For fiscal year 2001, for example, eligibility is based on default rates for 
fiscal years 1996, 1997, and 1998. A school remains eligible if its default rate 
is below a 25-percent threshold in at least 1 of these years. Most schools 
become ineligible if their default rate equals or exceeds the default 
threshold in all 3 fiscal years. 6 

As required by the Higher Education Act of 1965, as amended, Education 
calculates a default rate for each school by creating a cohort consisting of 
all the school’s students who are expected to begin repaying their loans in a 
given year. The Department then determines how many of these students 



The Higher Education Act of 1965 exempted historically black 
tribally controlled institutions, and Navajo community colleges 
requirement through June 1999. 



colleges and universities, 
from the threshold 
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default on their loans in that year or by the end of the following year. For a 
school with 30 or more borrowers entering repayment status, 6 the default 
rate is the percentage that results from dividing (1) the number of students 
who entered repayment status in a given fiscal year and defaulted in that 
year or before the end of the next fiscal year (the numerator) by (2) the 
number of students who entered repayment status in that given fiscal year 
(the denominator). For example, if 100 students from a school were 
scheduled to begin repaying their loans in fiscal year 1998 and 25 defaulted 
on their loans by the end of fiscal year 1999, the school’s 1998 default rate 
would be 25 percent. 7 



FDLP and FFELP Loan 
Programs Have Similar 
Default Rates 



The most recent available default rate data — Education’s data for the 1998 
cohort — showed little difference between the overall default rates for 
FDLP and FFELP student loan borrowers. The overall default rate was 6.6 
percent for FDLP and 6.7 percent for FFELP. The similarity in default rates 
between the two programs was still apparent when viewed by the type of 
school the borrowers attended, though the rates for the two programs were 
somewhat more alike for borrowers attending 4-year schools than for 
borrowers attending 2-year and proprietary schools. (See fig. 1.) 



6 If a school has fewer than 30 borrowers entering repayment, Education calculates a 3-year 
average default rate. 

7 FDLP and FFELP have different criteria for determining when a loan is in default for the 
purpose of being placed in the numerator of the cohort default calculation. For FDLP, loans 
are considered to be in default if payments have been delinquent for a specified period of 
time. For FFELP, a default is considered to occur on the date that the guaranty agency pays 
a claim for insurance on the loan. See app. I for more detail on default criteria. 
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Figure 1: Student Loan Default Rates for FDLP and FFELP by School Type, Cohort 

Year 1998 

Percentage 

14 




2-Year Proprietary Ail Schools 



Type of School 

Source: U.S. Department of Education, Default Management Division. 
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